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Appendix A30 

The IS, LM, FE, Model - Continued 

The previous section worked out a particular example in which the assignment 
of monetary policy to balance-of-payments needs and fiscal policy to employment needs 
produced a "groping" toward achievement of both objectives. Figure 8 of that section 
could have been redrawn, however, to produce a situation in which the assignment 
solution actually pushed you away from both goals. (Try "flattening" IS until (5) 
falls below the intersection of the yf line and the original IS line) . 

In the previous section, monetary policy was viewed as a change in M0 S . Some 
observers have concentrated on i as an indicator of monetary policy. (We need not 
get into which view is better here.) If we follow the i-view, however, the stability 
of groping will be easier to establish. Consider Figure A. Figure A is similar to 
Figure 8 of the previous section. We start out at (1) where IS intersects LM. At (1) 
we have a balance-of-payments deficit and less than full employment. Let monetary 
policy go first. The monetary authority raises i (by cutting M0 S ) until LM' intersects 
FE and IS at (2) . Now fiscal policy goes with monetary policy (i.e., i) held constant . 
This means a shift to IS' and a shift in M0 S to offset the effect of higher Y on i . 
So we arrive at (3) with IS' and LM" . The monetary policy goes , again raising i because 
we are below FE (deficit) bringing us to (4) , etc. We are gradually converging on 
point X where FE crosses the Yf line. 

The i-view of monetary policy "guarantees" equilibrium under the assumptions 
made, no matter what we do to the slope of IS. When the assignment idea was first 
formalized, the i-view was more in vogue than at present. 









